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STATE OF MONTANA 


Office of the Lenislative Auditor 


STATE CAPITOL 
HELENA, MONTANA 59601 


406/449-3122 
DEPUTY LEGISLATIVE AUDITORS: 


JOSEPH J. CALNAN 
ADMINISTRATION AND 
PROGRAM AUDITS 

ELLEN FEAVER 


FINANCIAL-COMPLIANCE AND 
CONTRACTED AUDITS 


MORRIS L. BRUSETT November 1978 STAFF LEGAL COUNSEL 
LEGISLATIVE AUDITOR JOHN W. NORTHEY 


The Legislative Audit Committee 
of the Montana State Legislature: 


Transmitted herewith is the report on the audit of the Board of 
Investments for the year ended June 30, 1978. 


The audit was conducted by Arthur Andersen and Co., Certified 
Public Accountants under a contract between the firm and our office. 
The comments and recommendations contained in this report represent the 
views of the firm and not necessarily the Legislative Auditor. 


The agency's written response to the report recommendations is 
included in the back of the audit report. 


Respectfully submitted, 


Mops Lee bruseet,) Cabs. 
Legislative Auditor 
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STATE OF MONTANA BOARD OF INVESTMENTS 
OVERVIEW OF AUDIT 


JUNE 30, 1978 


Our examination of the financial statements of 
the State of Montana Board of Investments was conducted 
primarily to enable us to render an opinion as to the fairness 
of their presentation. Included in this report are our 
opinions on the June 30, 1978 financial statements expressed 
in our auditors! reports dated September 21, 1978. In 
conjunction with our examination, the Montana legislative 
auditor specifically requested that our audit procedures 


include the following: 


al Review all state laws applicable to the Board and 


determine the Board's compliance therewith; 


ae Physically examine all securities held by the 
Treasurer's office at June 30, 1978 and confirm with the 


holding institution those securities held in safekeeping; 


Be Confirm with the servicing institution, the outstanding 
balances for all mortgages and SBA loans owned at June 30, 


1978; 


Hie Examine all mortgages and related documents 


at specified bank locations; 
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Dis Test the accuracy of individual securities listed 


in the portfolio; 


6. Test Short-Term Investment Pool transactions to 
determine compliance with established guidelines for 


operation of the pool; 


tive Examine minutes of the monthly Board of Investments' 


meetings. 


During our examination, several items came to our 
attention which should be considered by the Board and which 
have been transmitted to the Board under the title "Memorandum 
of Suggested Improvements in Accounting Procedures and System 
of Internal Control". These items were considered by us 
during our examination; however, they do not modify the 
opinions expressed in our auditors' reports. The Board's 
actions relating to these suggestions should result in 


improved procedures and controls in future periods. 
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ARTHUR ANDERSEN & Co. 


BotseE, IDAHO 


To the Legislative Audit Committee 
of the Montana State Legislature: 


We have examined the statements of investments 
managed by the State of Montana Board of Investments, All 
Funds, Excluding the Short-Term Investment Pool, as of 
June 30, 1978 and 1977, and the related statements of investment 
income and changes in investments managed for the years then 
ended. Our examination was made in accordance with generally 
accepted auditing standards, and accordingly included such 
tests of the accounting records and such other auditing 
procedures as we considered necessary in the circumstances. 


In our opinion, the accompanying financial statements 
present fairly the investments managed by the State of 
Montana Board of Investments, All Funds, Excluding the 
Short-Term Investment Pool, as of June 30, 1978 and 1977, and 
its investment income and the changes in its investments 
managed for the years then ended, in conformity with generally 
accepted accounting principles consistently applied during 
the periods. 


Our examination has been made primarily for the 
purpose of forming the opinion stated in the preceding 
paragraph. The portfolio information as of Jume 30), 1978, 
contained in Appendix A of this report, although not considered 
necessary for a fair presentation of the aforementioned 
financial statements, is presented as supplementary information 
and has been subjected to the audit procedures applied in 
the examination of the basic financial statements. In our 
Opanvon, the portfolio anformation as fadrily stated an alll 
material respects in relation to the basic financial statements, 
taken as a whole. 


lithe Gludasen 10, 


Boise, Idaho, 
September 21, 1978. 
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STATE OF MONTANA BOARD OF INVESTMENTS 


ALL FUNDS, EXCLUDING THE SHORT-TERM INVESTMENT POOL 


STATEMENTS OF INVESTMENTS MANAGED 


JUNE 30, 1978 AND 1977 


Investments managed at book value (current value of $588,267,503 in 1978 
end $9%0,'770,663 in 1977) (Note 2) 


1978 


$625,595,682 


als ail d 


$542,638,554 


Dividends and interest receivable KOR 2706S SAS ee bed 
Net unamortized deferred losses on bond swaps (Note 2) 5,397,906 6,493,323 
Interest purchased receivable 81,966 ISA. (O}S}AL 
Total investments managed $641,199,622 C551, (el eos 
STATEMENTS OF INVESTMENT INCOME 
FOR THE YEARS ENDED JUNE 30, 1978 AND 1977 
1978 1977 


INCOME: 
Interest income 


$ 41,841,642 


S 33; 269, 090 


Dividend income 1,249,591 837,362 
Gain on sale of investments 585,428 223,610 
Rental income Sil exoyal 31, 324 
43%, (O08, 332 36,681,792 

TOP GT AS) OIE) ates Ms he a ln a al ci 
Administrative expenses (Ol 455 ) (Cie) 


Net amortization of deferred losses on bond swaps (Note 2) Ci 2.040) 


(27s 5O5)) 


Net investment income 


The accompanying notes are an integral part of these financial statements. 


ee 


enon 8p Jrare 
Q0taxe (anu Jk 


7 oO 


‘ATE 


: Sve hin 


es wt Boe Ter, ORLA tH cule toeverte) auiey (000 0¢ ReRRRee 
Ob25, S90, AM Poy * .PRidsan! 10 ety Ae Pe 


Ai, 124,068 ©. 29% alterlens:. (sami gieiee 


‘, aes auene Seat 'G thanal weene leh im 
ey. 0% @€) ee! éeeq, eaten 


741317299. 78 errr. Sitggesem@ ANeRIE RITE 72 
ese? yeCerr re >® 
| 
\) 
res rere tens 0S raxiert are 
Sy Ts og 
ve j 
— @s 44 
ey Pale e 4 
“ eS 7 af a J i ; 
, re > 
i 
od é 9 
if) dQutt tingle! bid 05 cael 7 . 
, vi ; a ce ee oe | 


_— "7 Ove or er wesert th 832 reson splenpa menue ey! '| 


x 
TT i E ’ 


STATE OF MONTANA BOARD OF INVESTMENTS 


ALL FUNDS, EXCLUDING THE SHORT-TERM INVESTMENT POOL 


STATEMENTS OF CHANGES IN INVESTMENTS MANAGED 


FOR THE YEARS ENDED JUNE 30, 


TOTAL INVESTMENTS MANAGED, BEGINNING OF YEAR 


Net investment income 

Income remitted to agencies 

Accrued income transferred 
Increase in dividends and interest receivable 

Interest purchased during the year 

Interest purchased collected during the year 
Decrease in interest purchased receivable 

Net bond swap losses incurred during the year 

Net amortization of deferred bond swap losses 
Decrease in net unamortized deferred 


losses on bond swaps 


Increase in book value by net amortization of 
discounts and premiums 


Securities purchased 


Securities sold and matured 


Increase in carrying value of securities 
purchased 


TOTAL INVESTMENTS MANAGED, END OF YEAR 


1978 


LO. I 
CHO SO8 RSE) 


272352 
(344,417 ) 


69,178 


hy BOR ODE 5 DEMME 
(V5 Z2OR AOS 5 OP.) 


1978 AND 1977 


DOD snl Glee OD 


I OSs 5 YALA 


(72,065) 


(M5 O25, Ai) 


UT 9 NDS 


UOC 
$477,832,425 
35,449,997 
(3350855157) 
9,648 


1,474,488 


292,719 
(299,743) 


(7,024) 


We DS) 


(1,076,942 ) 


UDA 1948 


D5 923.57 D0 5 WAZ 
(5,844 ,984,772) 


The accompanying notes are an integral part of these financial statements. 
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STATE OF MONTANA BOARD OF INVESTMENTS 
ALL FUNDS, EXCLUDING THE SHORT-TERM INVESTMENT POOL 
NOTES TO FINANCIAL STATEMENTS 


JUNE 30, 1978 


HISTORY AND ORGANIZATION: 


The State of Montana Board of Investments (the Board) 
was created by an act of the Legislature to invest and 
manage the State of Montana's investment funds on a 
centralized basis. The investments and the income 
therefrom are owned by various State of Montana agency 
funds and managed on their behalf by the Board. 


SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES: 


Investments 


Investments, except mortgages, are presented in the 
statements of investments managed at original cost 
adjusted for discount and premium amortization where 
applicable. Mortgages are presented in the statements 
of investments managed at par value. Mortgage discounts 
are recorded in the accounting records of the applicable 
administrating agencies. Current values for publically 
traded securities are determined primarily by reference 
to market prices supplied to the Board by various 
brokerage houses. Unrealized market loss on investments 
managed was $35,460,488 in 1978, and unrealized market 
gain was $18,950,552 in 1977. The investments managed 
relate principally to investments which will be held 
to maturity or otherwise disposed of at no significant 
loss to the fund. 


Premiums and discounts are amortized using the straight- 
line method over the life of the securities. An average 
life of eight years is used for amortization of mortgage 
discounts. 


Bond Swaps 


Bond swaps involve trading one security for another 
security having the same par value for the purpose of 
enhancing portfolio content and/or yield. The Board 
defers gains and losses resulting from bond swaps and 
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amortizes such gains and losses over the shorter of 
either the remaining life of the bonds sold or the 
bonds purchased for replacement. As shown in the 
accompanying financial statements at June 30, 1978 
and 1977, the accumulated net unamortized deferred 
losses on bond swaps aggregate $5,397,906 in 1978, 
and $6,453,323 in 1977. The net amortization of the 
deferred losses totaled $1,124,595 in 1978, and 

SRaE 5 LSS MU ciao 7/47/e 


3. INVESTMENTS NOT CONTROLLED: 


Certain mortgages, buildings and land, the cost of which 
are included in investments managed in the accompanying 
financial statements, are not under direct control of 
the Board. The agencies administering these assets 
maintain control and provide the Board with the necessary 
financial information. Rental income from these buildings 
and interest income from the mortgages are included in the 
statements of investment income; however, occupancy and 
depreciation charges relating to the buildings are not 
included. 


The book value of these assets included in investments 
managed in the accompanying financial statements at 
June 30, 1978 and 1977 are as follows: 


1978 ONAL 
Mortgages $56,301,777 $50,167,756 
Land and Buildings 308,530 ET es 
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STATE OF MONTANA BOARD OF INVESTMENTS 


SHORT-TERM INVESTMENT POOL 


FINANCIAL STATEMENTS 


AS OF JUNE 30, 1978 AND 1977 


TOGETHER WITH 


AUDITORS' REPORT 
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ARTHUR ANDERSEN & Co. 


Boise, IpaHo 


To the Legislative Audit Committee 
of the Montana State Legislature: 


We have examined the statements of investments 
managed by the State of Montana Board of Investments, Short- 
Term Investment Pool as of June 30, 1978 and 1977, and the 
related statements of investment income and distributions 
and changes in investments managed for the years then ended. 
Our examination was made in accordance with generally accepted 
auditing standards, and accordingly included such tests of 
the accounting records and such other auditing procedures as 
we considered necessary in the circumstances. 


In our opinion, the accompanying financial statements 
present fairly the investments managed by the State of 
Montana Board of Investments, Short-Term Investment Pool, as 
of June 30, 1978 and 1977, and its investment income and 
distributions and the changes in its investments managed for 
the years then ended, in conformity with generally accepted 
accounting principles consistently applied during the periods. 


Our examination has been made primarily for the 
purpose of forming the opinion stated in the preceding 
paragraph. The portfolio information as of June- 30, 1978, 
contained in Appendix A of this report, although not considered 
necessary for a fair presentation of the aforementioned 
financial statements, is presented as supplementary information 
and has been subjected to the audit procedures applied in 
the examination of the basic financial statements. In our 
Opinion, the portfolie information is fairly stated in alt 
material respects in relation to the basic financial statements, 
taken as a whole. 
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Boise, Idaho, 
September 21, 1978. 


oD ® wxensauA auErAA 


orks 0 Ssbnid ovis 
terarn Rly e] eae’ 


sinemien’?i Yo atnveetare ete Peelmesa wien ae 
2710068 ,titealaneas ‘ie bese’ awaranl te arash Bae “9 
wld boa ,VTCT tae @TO2 ,6f emit Te ee tact 
SHGtIedi4s4i8 Cow quits tysaléeini da «i omedaee r 
-OSiia AMA? eveay wt) 70% Anbenen slauerrere) of ¢ 4 
PeTgqaoew (liavetis) 42in senskserce Gi ehad ean ost) § 
> BF8C? Abi Antsilont »! potbe-eaw baa . der wesk 

6@ Steivbessry gnisihos) tarde aoe FAD. ha Aaee grees 
PR gesemuabe ahr wd ileal vre2ead 


Sénetivrgts [u)etant? HUITARGEER. & e410 jemintyy 14a & 
10 SF 0sh Gi? Yt APginee & she pues! aby yisiet 
SB (1504 (Ogu herd) Seat teaiA , wal 50 6.009 
fin Omehl yee Fasees Sei Yur ;, Was Sey . 
102 Hogeice Bhanu ¢eeni uh ct argnGan OEP ovis ABG et ‘in 
Heiqecns vyileqwnee efits (eo lerkiatn 4) .Aai@s Smt * seg, 
cRLSLTOQ enh? Getnah VerTaan Ylinaraddads, SOP AIWR™ Ee’ sys 


AS Gut EE dePaeH GOGR €r64 ond tr} colons e1% 
SO) Seae 64/. 4° tadass mtabon ad e2tere!i- 19 
(EVOL. 0h att Vo o@ aylimaptal-epistiuwe ef? vies 
hegehlaued ¢40 agealifs ,p:79e9 sies Yo W emaarne al : 
DaAnoldnerate+e oA/ te epTseenbauee 116% & 469 OVA 
Hotlaeuthnin? qvresmersivuse ap OOF eweegyy #¢ adviatied 05 6 bf 
AP Oeliyqe Sariheortg § had O69. 04 bernat ding qued On 
io Wl Shanaaiasa i sleaedl? bland wir Ye aplepainnte 

2o8' AE Ba069¢ Fatal ol pe lies te) 0) uteeue Gh ne 
ESSOMNSIETE Salenagt) efne!f ade -s setdalen nt eeasgier. Ta 
; aed & Ke 


: ett Mae pie, te 


STATE OF MONTANA BOARD OF INVESTMENTS 


SHORT-TERM INVESTMENT POOL 


STATEMENTS OF INVESTMENTS MANAGED 


JUNE 30, 1978 AND 1977 


Cash 

Interest receivable 

Investments managed at current value 
(eost of $170, 717,487 and 
$165,007, 735, respectively) (Note 2) 


Total assets 
Acerued expenses 


Value of units 
Income due participants 


Net asset value 


Units outstanding 
Unit value 


1978 


$ 14,427 
AP BETAS) 


166,415, 925 


1 Zee 63s ak5 
2057201) 


sy /alge alae rcnli7A 
C109 1e227) 


70 78a 
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The accompanying notes are an integral 
part of these financial statements. 
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1977 


$ 11,794 
2,161,847 


167,481,198 


169,654,809 
(172807) 


169,637,002 
(958,692) 


164,699 
$ 1029596 
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STATE OF MONTANA BOARD OF INVESTMENTS 


SHORT-TERM INVESTMENT 


POOL 


STATEMENTS OF INVESTMENT INCOME AND DISTRIBUTIONS 


FOR THE YEARS ENDED JUNE 30, 


Interest income 
Realized gain on sale of investments 


Income before administrative expenses 
Administrative expenses (Note 2) 


Net income 
Income purchased by participants 
Income due participants, beginning of year 


Income available for distribution 
Income distributed on units sold (Note 2) 


November distribution (Note 2) 
May distribution (Note 2) 


totais disitributaons 


Income due participants, end of year 


1978 AND 1977 


1978 


$12,384,874 
31,744 


12 416,618 
C2u6,52.8)) 
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5, OA15 627 
65864 7337 
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The accompanying notes are an integral 
part of these financial statements. 
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STATE OF MONTANA BOARD OF INVESTMENTS 


SHORT-TERM INVESTMENT POOL 


STATEMENTS OF CHANGES IN INVESTMENTS MANAGED 


FOR THE YEARS ENDED JUNE 30, 1978 AND 1977 


1978 1977 
Net asset value, beginning of year $168,678, 310 $166,086,163 
Units purchased by participants 6k, 494 7093 71,392,996 
Change in current value of 
investments managed CAETTS 434.) ln eO2, 234 
Units sold by participants C55e 3755862) (70,003,045) 
Net asset value, end of year SO; Oi laseDiOw, $168,678, 310 


The accompanying notes are an integral 
part of these financial statements. 
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STATE OF MONTANA BOARD OF INVESTMENTS 
SHORT-TERM INVESTMENT POOL 
NOTES TO FINANCIAL STATEMENTS 


JUNE 30, 1978 


als HISTORY AND ORGANIZATION: 


The State of Montana Board of Investments (the Board) 
was created by an act of the Legislature to invest 

and manage the State of Montana's investment funds on a 
centralized basis. The Short-Term Investment Pool 
(STIP) provides a short-term investment vehicle to 
participants (state and local governmental units) 

with a relatively small amount to invest. Investment 
in STIP affords the participant liquidity and a return 
on their investment. The investments and the income 
of STIP are owned by the participants as they purchase 
units and are managed on their behalf by the Board. 


Di SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES: 
Administrative Expenses 


Administrative expenses incurred by the Board are 
charged to STIP daily based on the Board's expenses 
applicable to STIP. 


Income Distribution 


The value of units purchased or sold includes a daily 
computation of net asset value and income; 
therefore, income to point of sale is included in 
proceeds to the seller. Cash distributions of income 
are made to continuing participants on the last 
working day in the months of May and November. The 
amounts shown for units purchased and sold by partici- 
pants are net. of income purchased and income sold, 
respectively. 


Investments 


Investments are presented in the statements of investments 
managed at current value. Current values for publically, 
traded securities are determined primarily by reference 
to market prices supplied to the Board by various brokerage 
houses. Gains and losses on bond swaps are accounted 
for on the completed transaction method and are therefore 
currently included in income. 
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STATE OF MONTANA BOARD OF INVESTMENTS 


MEMORANDUM OF SUGGESTED IMPROVEMENTS 
IN ACCOUNTING PROCEDURES AND SYSTEM OF INTERNAL CONTROL 


SEPTEMBER 1978 


ARTHUR ANDERSEN & Co. 


999 MAIN STREET 


BotseE, IpAHO 83702 


(208) 345-0937 
Legislative Audit Committee 


Montana State Legislature 
Gentlemen: 


The accompanying memorandum includes suggestions 
for improvement of accounting procedures and internal accounting 
control measures that came to our attention as a result of 
our examination of the financial statements of the investments 
managed by the State of Montana Board of Investments (the 
Board) for the year ended June 30, 1978. The matters discussed 
herein were considered by us during our examination and they 
do not modify the opinions expressed in our auditors' reports 
dated September 21, 1978, on such financial statements. 


In accordance with generally accepted auditing 
Standards, we performed a review and evaluation of existing 
internal accounting controls for the purpose of providing a 
basis for reliance thereon in determining the nature, 
timing and extent of the audit tests applied in connection 
with our examination of the Board's 1978 financial statements. 
While certain matters which came to our attention during the 
review are presented in the accompanying memorandum for the 
consideration of management, such a review was not designed 
for the purpose of making detailed recommendations and would 
not necessarily disclose all weaknesses in the existing 
system. 


The accompanying memorandum also includes comments 
and suggestions with respect to other financial and administrative 
matters which came to our attention during the course of our 
examination of the financial statements. These matters are 
offered as constructive suggestions for the consideration of 
management as part of the ongoing process of modifying and 
improving accounting, control and other financial and administrative 
practices and procedures. 
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Conversion of Mortgage 
Accounting to Computer System iin Apri, lO. athe Board 


began implementation of a new 
electronic data processing system for mortgages administered 
by the Public Employees Retirement System (PERS). At that 
time, PERS discontinued their manual system of accounting 
for mortgages. The computer implementation developed problems 
and consequently was not able to provide the Board with 
accurate information regarding mortgage activity in May and 
June. The Board was forced to estimate the breakdown of 
principal and interest for mortgage payments received in May 


and June. 


We recommend that the Board reconcile all mortgage 
activity from April through the date the computer system 
becomes fully operational and proves to be error free. This 
reconciliation should be done on a bank by bank basis in 
order to ensure that the temporary loss of control over PERS 
mortgages has not resulted in any significant errors. We 
also suggest that when the Teachers Retirement System mortgages 
are transferred to the computer system, that a parallel 
manual system be maintained until the conversion is complete 


and has proven to be reliable. 


Agency Reply - We concur with the recommendation. 
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Automation of the Short-Term 
Investment Pool The Board is scheduled to 


begin conversion of the manual 
accounting system used for the short-term investment pool (STEP) 
to an electronic data processing system in late 1978. 
This move should prove beneficial to the Board in terms of 
increased efficiency and ability to access supplementary 
information not now readily available. However, as in almost 
all cases of implementing a new computer system, often 
it takes a considerable amount of start up time before the 
new system becomes fully operational and reliable. Therefore, 
we suggest the Board continue to operate the present manual 
system as a parallel system until such time as the new 


computer system proves to be fully operational and error free. 


Agency Reply - We concur with the recommendation. 
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Physical Examination 
of Mortgages During our examination of mortgages 


and supporting documentation purchased 
by the Board and held by the mortgage agency, we noted the 
following items, details of which we have previously furnished 


to the Board: 


flies One instance in which the investment was not in 
compliance with the criteria for permissible investments 
as established in Montana Code Section 79-310(f)(i). 


2. Nine mortgages remained partially unsupported as 
no mortgage note was available for examination. 


3. Numerous cases where the mortgage note had not 
been restrictively endorsed over to the proper fund. 


4. Three instances in which the assignment of the 

mortgage had been misfiled or lost. 

We recommend that the Board inform the agencies of 
their concern relating to mortgage files and accounting 
records. Also, the Board should investigate the specific 
case in which they are not in compliance with Code Section 
79-310(f)(i) relating to permissible investments and resolve 


the non-compliance. 


Agency Reply - We concur and letters of compliance 
have already been sent to the servicers which are 
responsible. 
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Mortgage Interest Purchased Oeccassionally, the Board 
will purchase mortgages 
with accrued interest. Normal procedure for purchased 
interest is to subtract the amount purchased from the 
interest income recorded when the first interest payment is 
received. During our audit, it was noted that there were 
cases where this mortgage interest purchased was not deducted 
from the first interest payment received and was still listed as 


purchased interest receivable at year end. 


We suggest that the purchased interest receivable 
detail schedules be reviewed periodically as well as at year 
end to ensure that no amounts reported as purchased interest 
receivable which should have been received are included in 
purchased interest receivable. 


Agency Reply - We eoncur with the recommendation, 
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STATE OF MONTANA BOARD OF INVESTMENTS 


PRIOR YEAR RECOMMENDATIONS 


The State of Montana Board of Investments (Board) 
is in substantial compliance or is in the process of complying 
with the recommendations discussed in the 1977 audit report. 
Following is a brief discussion of the 1977 recommendations 


which have not been fully implemented. 


Mortgage Accounting 


The Board is in the process of assuming the accounting 
and control for mortgages purchased. It is contemplated 
that the Board will have the system fully implemented by 


early 1979. 


Automation of the Short-Term 
Investment Pool 


The Board is in the final stages of developing an 
automated system for STIP accounting. The system should be 


in operation by the end of 1978. 


Responsibility for 
Buildings and Land 


The question as to whether buildings and land should 


be reported in the financial statements of the Board was 
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discussed in length with various persons, including the 
Legislative Auditor. The present position of the Board 
is that buildings and land will continue to be reported 
in the financial statements of the Board. We concur with 
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